In the academic literature some criteria have been identified which could have an impact on the success of the transition process, such as macroeconomic stability, microeconomic restructuring and implementation of legal and institutional reforms. The role of the exchange rate system in general is to foster the stability of the monetary environment characterized by low inflation rates and a stable domestic currency. Although the importance of a sustainable price-level oriented monetary policy for the transition-success has been stressed in the academic literature, there are still further questions to be answered related to the choice of the exchange rate system throughout the different phases of the transition process. This paper intends to contribute to close this gap in the literature. The guiding research question is how the choice of an exchange rate system influences the economic success of a country in transition and its gradual integration within the European Union (EU) and the European Monetary Union (EMU). For this purpose, the study focuses on the transition process of South-eastern Europe (SEE). In particular and for the first time in a joint study, we will take a look at the following South-eastern European Countries (SEECs), often referred to as the "West Balkans": Bosnia and Herzegovina (BiH), Croatia, Former Yugoslav Republic of Macedonia (FYRM), Serbia and Montenegro, as these five countries share certain common characteristics: they were part of the Former Yugoslav Republic (FYR); they are countries in transition; they are members of the Stability Pact for South-eastern Europe and they are all potential EU-accession candidates.
Introduction
Many studies nowadays conclude that transition as a problem on its own is over now in Central Europe. However, this does not mean, as Gros and Steinherr (2004, p. 134) put it, that "all transition economies are in a state of bliss". Instead, transition is a still unfinished business for regions like the Balkans. In the academic literature, some criteria have been identified which could have an impact on the success of the transition process 1 , such as macroeconomic stability, microeconomic restructuring and implementation of legal and institutional reforms (Havrylyshyn 2001 , Hillman 2003 , Roland 2001 . The role of the exchange rate system, as it is generally seen, is to foster the stability of the monetary environment which is characterized by low inflation rates and a stable domestic currency (Domaç, Peters & Yuzefovich 2001, p.5) . Although the importance of a sustainable price-level stability oriented monetary policy for the transitionsuccess has often been stressed in the academic literature up to now, there is still ample room for further questions to be discussed and answered related to the choice of the exchange rate system throughout the different phases of the transition process.
This paper intends to contribute to close this gap in the literature. The guiding research question is how the choice of a specific exchange rate system influences the economic success of a country in transition and, above all, its gradual integration within the European Union (EU) and European
Monetary Union (EMU). For this purpose, the study will focus on the transition process of Southeastern Europe (SEE). In particular we will take a look at the following South-eastern European Countries (SEECs), often referred to as the "Western Balkans": Bosnia and Herzegovina (BiH), Croatia, Former Yugoslav Republic of Macedonia (FYRM), Serbia and Montenegro, as these five countries share certain common characteristics: they were part of the Former Yugoslav Republic (FYR); they are countries in transition; they are members of the Stability Pact for South-eastern Europe and they are all potential EU-accession candidates. Referring to standard Optimal Currency Area (OCA) theory, we will try to identify whether and when the four Western Balkan countries are ready to join the Exchange Rate Mechanism (ERM) and the EMU and which monetary-transitional regime should be chosen.
The paper proceeds as follows. After the introduction, the paper will focus on the following issues: (a) the introduction of the basic political and institutional settings of the five Western
Balkan countries and their macroeconomic development in the recent years, (b) the actual, as opposed to the optimal choice of the exchange rate regime and the main objectives of monetary policy, and (c) a normative judgment on the choice of the optimal transitional exchange rate regime in the Western Balkan countries with respect to the integration within the EU and EMU.
The final section concludes.
The economic transition process in the Western Balkans
The approach to transform centrally planned economies into market economies, undertaken in parallel with the establishment of democratic political regimes, has been the largest social project of the last century. It was (and still is) necessary to reestablish and modernize the infrastructure of the market economies (legal, informational, attitudinal, relationship) . In the monetary area, the intermediate goals of the transition strategy are to free prices, stabilize the price level, liberalize trade, unify markets (in particular, the foreign exchange and money markets) and thus prices (exchange and interest rates), and to reduce and make transparent the political (government) allocation of resources (Coats et al 2002, p.1) .
The SEECs went through major political and economic changes during the 1990s, leaving them with a persisting reputation for instability. In the meantime, the situation of the four Western Though many problems, risks and challenges still remain, the likelihood of overcoming most of these obstacles is getting higher as the region is starting to catch up with the other transition countries in Central Eastern Europe (CEE) and the Baltic states (see Table 1 ). as well as at the overall present and future economic trends in the region.
Country analysis: Bosnia and Herzegovina
During the first years after the civil war (1996 -1999 Structural reforms are proceeding, although progress has been unevenly distributed among different areas of potential reforms. Major achievements have been reached with respect to the establishment of the Indirect Tax Authority, which will unify indirect taxation across the entities, as well as reforms improving the business environment and budget control. Although a large number of laws have been adopted, the fast implementation of enacted laws is certainly necessary in order to achieve concrete improvements.
Privatization has in general progressed slowly, in spite of a legislative framework in place for already a number of years. Some of the most important factors hampering the privatization process have been: lack of political will and the potential investors' hesitations. Federation is considerably larger than the one in the RS, hosting 27 out of the 37 banks and accounting for over 80% of total banking sector capital.
Overall, banking system restructuring has progressed at a much faster pace than corporate reforms. Croatia is an open economy and its trade has been liberalized to a large extent, the country being a member of the WTO and having signed a number of bilateral Free Trade Agreements, notably with neighboring countries. The EU accounts for more than half (!!) of both exports and imports, whereby Italy, Germany and Austria are the most important trading partners for Croatia. In 2004, the EU was Croatia's main trading partner accounting for 70% of external trade 5 . Furthermore
Croatia is the EU's leading trading partner in the Western Balkans.
Country analysis: Former Yugoslav Republic of Macedonia
The Former Yugoslav Republic of Macedonia is a small country with a population of around 2 million people according to the latest census (2002) . After a sharp recession during 1991-1993, which led to a fall in production levels to about three-quarters of pre-independence levels, the According to our point of view, the current main inflation indicator appears outdated with food items accounting for some 50% of the basket weighting. However, note that the FYRM State Statistical Office and Eurostat are currently working on the introduction of an updated inflation indicator. 
Country analysis: Serbia and Montenegro
According to available population figures, Serbia and Montenegro was the largest country in the Electricity and gas production rose by 21%, and the production of main export-oriented metal products steel and aluminum, which represented 45% of total production, grew by 13.4%
(European Commission 2005, p.31). In addition to these difficulties, there was a lack of support for reform from some still in positions of political power (i.e., a lack of enthusiasm for surrendering power or privilege). These initial conditions and institutional path-dependencies clearly require a simple and transparent monetary policy. The simplest to implement and most transparent monetary policy is a fixed exchange rate, which can be particularly attractive for new central banks with no track record, poor market data and little technical experience. In addition, the institutional changes that characterize transition economies also make money demand less stable and more difficult to empirically estimate (short time series under new regime, etc.), and such estimates are not needed for implementing an exchange rate anchor in emerging markets like those under investigation in this paper Hebler, 2002, and Coats et al 2004, p.6 ).
Exchange rate regimes in the selected Western Balkans countries
With the exception of Serbia, the five Western Balkan countries have chosen a more or less fixed exchange rate system with the euro as the anchor currency: a currency board system is established in BiH; Montenegro is euroized, whereas managed respectively free floating regimes can be found in Croatia, FYRM and Serbia (Table 2) .
Country Exchange Rate System Bosnia Herzegovina
Since 1997 Currency Board System with euro as anchor currency
Croatia
Managed floating within a narrow band of +/-2% around the euro
FYRM
Managed floating within a narrow band of +/-2% around the euro As already mentioned in the previous chapter, the credibility of the Central Banks plays an important role with regard to the monetary stability of the transition countries (Coats et al 2002) . In order to gain the necessary credibility the institutional settings in the five Western Balkan countries strengthen the central banks and enable them to act independently in order to conduct a policy which ensures the monetary stability in this region.
Serbia

Free floating
Montenegro Euroized
Bosnia and Herzegovina
Following the 1992-95 civil war, there were a number of currencies circulating in BiH, including the Bosnian and Yugoslav Dinar, Croatian Kuna, and the Deutsche Mark (DM). The independent Central Bank of Bosnia and Herzegovina (CBBH) was established after the end of the civil war in 1997. As stated in the CBBH Law and in the Dayton Peace Agreement the CBBH conducts monetary policy through a currency board arrangement. The choice of a currency board basically had two main motivations. First, it provides a firm nominal anchor in the form of a fixed exchange rate. This was considered critical for the very uncertain postwar economic situation in BiH. Second, it is a rule-based approach to monetary policy that took into account the difficulty there would be in establishing institutions and making political decisions in the complex political environment that existed in BiH after the war (Belke and Hebler, 2002 , Gros, 1999 , 1999a , 2000 .
In this sense, exchange rate stabilization in weak emerging markets leads to discipline in economic policy making and, hence, to a better employment performance ).
There are three essential features of the currency board, all of which are specified in the CBBH Law: a) A fixed exchange rate: the BiH currency, the convertible mark (KM), was introduced in 1997
and it was tied to the Deutsche mark (DEM) at a fixed exchange rate of 1:1. This exchange rate allowed the two currencies to be used together during the period in which citizens were building up their trust in the new currency. It has been tied to the euro at the same rate as the Deutsche mark (1.95583 per euro) since the euro was introduced in January 1999.
b) A full foreign exchange backing: the domestic currency liabilities of the CBBH have to be fully backed with convertible foreign assets. c) Full convertibility: the CBBH had to be prepared to exchange KM for Euro at any time for any amount.
Since its introduction, the KM has largely displaced the other currencies 7 and the currency board into KM currency in circulation as a means of settlement and store of value, the KM currency will rise and this will be reflected in further increased international reserves of the CBBH. However, domestic banks do not appear to have such a confidence in KM as the Bosnian private households as banks have often required that their KM loans are indexed to foreign currencies, 7 There is also recent anecdotal evidence available that some merchants are beginning to be less willing to accept Euro notes and coins for small transactions. This is in contrast with previous years when the KM was not accepted for these purposes.
typically the Euro. Therefore, this kind of behavior of banks suggests some caution on their part about the exchange rate risk. 
Croatia
The general framework of the monetary policy in Croatia can be described as a "managed float", whereby the primary policy objective is the price stability (Croatian National Bank). The exchange rate has traditionally been used as a stabilization anchor, following periods of high and hyperinflation in the early 1990ies. The scope for larger exchange rate flexibility is constrained against the background of a highly euroized economy with a significant share of bank loans and deposits denominated in foreign exchange. 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 Foreign exchange reserves in Mio. Euro 
Former Yugoslav Republic of Macedonia
The Macedonian National Bank, established in 1992, is largely independent. In 2002 the Law on the National Bank was brought further into line with the EU acquis, leading to a significant strengthening of the independence of the National Bank. Under the current law the main objective is to maintain price stability (FYRM National Bank).
With a view to maintaining price stability, the National Bank has pursued a policy of targeting a stable exchange rate against the euro since 1995. In order to withdraw excess liquidity from money markets, twice a week the National Bank organizes auctions for National Bank bills with maturities of 7 and 28 days. So far, the National Bank's interest rate policy has had only limited influence on lending and deposit rates of the banking sector, although some impact on the foreign exchange holdings of the sector is noticeable. At the end of 2004 the Bank's foreign exchange reserves amounted to approximately 2.9 months of projected imports of goods and services.
The Former Yugoslav Republic of Macedonia introduced its own currency in April 1992 in the form of a coupon with an equivalent value as the Yugoslav dinar. On 5 May 1993 the official currency, the Macedonian denar (MKD), was introduced, replacing the coupons. The currency was de facto pegged to the German mark in 1994. In the year 1997, the authorities decided on a step devaluation by 15%. Since then the exchange rate has remained largely stable against the euro in a narrow band of 60.5-61.5 MKD to 1 euro (FYRM National Bank). Even during the events in Kosovo in 1999 and the subsequent crisis in 2001, the stability of the exchange rate was maintained. In order to keep the exchange rate stable, the National Bank still uses open market operations, foreign exchange interventions and changes in the interest rates.
Serbia and Montenegro 9
The independence of the National Bank of Serbia (NBS) is ensured by the Law on the National Bank of Serbia. As other central banks in Western Balkan the NBS focuses on the price stability.
NBS attempts to follow a policy of balancing the objective of maintaining price stability with external competitiveness. Hereby the NBS follows a flexible "managed float" exchange rate regime. 
The exchange rate regimes in Western Balkan and the European integration
Methodological approach -the theory of optimal currency areas
By applying the theory of optimal currency areas (OCA) on the detailed evidence brought forward in the preceding sections of the paper, it can be assessed whether the integration of the five Western Balkan countries into the ERM II and later on into EMU makes sense (Emerson / Gros 1999) . There are six popular criteria available for assessing the relative suitability of specific economies for an EMU-membership from the perspective of a small country. These indicators are founded on the OCA theory and they all concern the structure of the real economy. We refer to The first three indicators refer to the structure of trade, whereas the second group focus on the degree to which the national macroeconomic variables have tended to evolve in step with the EU.
In general, a country can profit from an EMU-accession:
1) if it is smaller than the current EMU;
2) if the degree of political and economic integration between the considered candidate country and the EMU is very high;
3) if the similarity of the economic structure between the EMU and the candidate country is high and/or 4) if the public debt of the candidate country is high.
The criteria 1 -3 reduce the probability of asymmetric shocks in an enlarged EMU and the criterion 4 refers to the reduction of the interest rate premia within a monetary union. Because of the poor data availability and quality, we were not able to deliver a profound and complete textbook-style OCA analysis as is usually done in the literature for industrialized countries.
Instead, the following section of our paper should be considered in the light of this severe restriction and as the first effort in the literature to systematically collect and evaluate the data in a comparative and joint analysis of the five Western Balkans countries. Based on this preliminary evaluation, future research could follow when the data basis is long and reliable enough to allow for a sound statistical and econometric evaluation.
A first and still preliminary application of the OCA-criteria to the Western Balkans
In the academic literature it is quite popular to maintain that the very weak countries 12 , such as some of the considered Western Balkan states, would gain from entering EMU as soon as possible, because that would be a way to import sensible macroeconomic policies and decisively gain the confidence of financial markets. Since the alternatives to this step could be hyperinflation and/or enormous risk premia on foreign debt, the benefits of this confidence effect and the benefit of a stable currency can far outweigh any potential costs of not being able to react to asymmetric shocks with exchange rate changes.
If we take a look at the above stated OCA-criteria and our extensive country analysis of section 2 However, if we take a look at the development of the GDP growth rates in Western Balkans and the Euro area (Figure 25 ), it becomes obvious that these countries are still caught in the process of transition, having a still high potential to catch up. That is why the Western Balkan economies are still going through some important political, economic and social changes, which will significantly influence and modify their future economic structure. However, the fact that the significance of the industrial sector in Western Balkan is steadily declining, whereas the service sector 13 gains even more importance is a development which can be already observed.
14 Generally, we can state that the degree of the economic integration with the EU is relatively high if we take into account the history of the five Western Balkan countries (the communist era 15 until the 1990s and the Eastern Bloc membership) as well as the political unrests in this region which have occurred since the 1990s. With an eye on the ongoing transition and the EU-accession negotiations it can be expected that the degree of the European integration will rise further. That is why the question should not be whether the Western Balkans will become the members of the EMU and adopt the Euro as an official currency, but rather when the Western Balkan countries will become the part of the Euro area and how this process should look like. 16 Hereby, alongside the economic and political integration, the choice of the monetary transitional exchange rate regime will play an important role.
Optimal transitional exchange rate regimes for the Western Balkan countries
The conventional view of the euro area enlargement process is: converge first, and durably, and then join. But this conventional view, while probably appropriate for the current EMU-members 13 Especially the banking sector as already described in section 2 of this paper immediately comes into mind here. 14 Similar developments also occurred in the CEECs. 15 However, note that during the Tito-era the former Yugoslav Republic already was a relatively open and western-oriented country if compared to other countries which belonged to the former Eastern-Bloc. 16 Additionally, as there is no opt-out clause for Western Balkan countries (as well as for the CEECs that have joined the EU), we expect them to join the EMU after their EMU-accession.
may not be adapted to the situation faced by some of the Western Balkan countries (see ,as an early source, Gros, 1999 So what is actually the optimal transitional exchange rate regime for the Western Balkan countries during their integration within the EU? The hypothesis that the stronger economies may find it advantageous not to hurry in joining the EMU after their EU-accession is explained by the fact that these states would retain some flexibility for their real exchange rate -which could be necessary in order to neutralize the Balassa-Samuelson effect in the catching up economies-, if they can maintain the already established adequate credibility of their own currency which will avoid serious instability. On the other hand, countries with very weak monetary institutions may be driven more strongly and urgently into securing an anchor on the euro. For these cases, the option of adopting the euro unilaterally as the official national currency and using it in cash form (without of course seeking a place on the board of the European Central Bank) or implementing a euro-denominated currency board might be the appropriate solutions. With regard to BiH, the maintenance of the euro-denominated currency board regime should be the best monetary-transitional strategy towards the EU / EMU accession. 18 The currency board regime was very successful so far and it is the main reason for the high confidence of the BiH population in the Bosnian currency (KM). In order to overcome the current economic stagnation and fasten the transition process in BiH, significant structural changes are necessary, especially with respect to the reduction of the very high current account deficit. Furthermore, smoothing of the ongoing credit boom initiated by the private households and supported by the banking sector in order to maintain and respectively increase the market shares, should be at top of the Bosnian agenda in order not to jeopardize the already gained monetary stability (IMF 2005, p.16) .
As the only country in Europe that has been fully euroized, Montenegro has been able to significantly lower its inflation rates since 2001. After the break-up of the political unity with Serbia, Montenegro became the smallest economy in Western Balkan region with a population of approximately 0.6 Mio. Facing this fact and the already high degree of trade integration with the EU-countries, euroization seems to be a good solution for Montenegro. In fact, it is the task of the ECB and the representatives of the EMU in order to find a way how to deal with fully euroized countries after they have become members of the EU, both regarding their ERM-II membership and their fulfilment of the Maastricht criteria.
Serbia is the only country which is still facing very high inflation rates and a relatively high degree of exchange rate instability. In fact, if we take a look at the current economic situation and the political changes that this country is facing with respect to the possible segregation of the state union with Montenegro, then according to our hypothesis which is saying that weak countries may find it advantageous to import monetary stability and confidence by fixing their currencies to a stable anchor, Serbia should reconsider its current approach of free floating. From the current point of view, Serbia would also not be able to meet the criteria of the ERM-II. As potential alternatives, a managed floating strategy within narrow fluctuation bands (like FYRM and Croatia) or the implementation of Currency Board Systems (BiH) should be considered as well.
Concluding remarks
In our analysis we have investigated five Western Balkan countries that were part of the Former Yugoslav Republic: BiH, Croatia, FYRM, Serbia and Montenegro. These countries had to face (and are still facing) three major transition processes: the transition from war to peace, transition from a socialist command economy dominated by the state to a market-oriented private sector economy and the transition from being a part of a larger nation to being an independent country with its own democratic and administrative institutions.
Unlike the CEECs, the five Western Balkan countries have chosen a relatively common approach regarding the choice of the exchange rate regime. Except for Serbia, the rest of the Western Balkan states have implemented more or less fixed exchange rates (Table 5 ). Our analysis, so far, has shown that most of the Western Balkan economies have a still long way to go until they will be able to become members of the EU and consequently also of EMU. In this context, the choice of the monetary-transitional exchange rate regime plays an important role with regard to the fulfillment of the Maastricht criteria, especially the inflation and exchange rate conditions.
With respect to the explicit wish and policy priority of the EU to foster intra-regional integration and cooperation in the Western Balkans (European Community 2006), exchange rate stability is one of the significant factors. Thus, if all the Western Balkan countries use the Euro as an anchor, the exchange rates between the single currencies should also be relatively stable and, thus, should have a positive impact on the intra-regional economic activities. Furthermore, the Western Balkan countries are in the good position of being able to learn from the experiences made by the CEECs during their way to the EU-and future EMU-membership.
However, in contrast to the economic development of the CEECs during their transition process and against the predictions of the Balassa-Samuelson effect, the five Western Balkan countries displaydespite a very high catching-up potential -relatively low inflation rates linked with stable exchange rates (see also chapter two). Therefore the questions are: whether the Balassa-Samuelson effect can be detected in the Western Balkans as well as which conditions in this region lead to the described deviations. We leave these tasks as well as a more formal application of the OCA analysis to the Western Balkans for further research.
